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@re/ace

THIS BOOK IS ADDRESSED PRIMARILY TO COLLEGE UNDERGRADU-
ates who are just beginning their formal study of money and
banking. In selecting and presenting materials I have tried to
keep the students’ needs constantly in mind and have not at-
tempted to write to my professional colleagues. This is not an
exhaustive treatise on money and banking. No one book, not
even one of 700 pages, can claim to deal exhaustively with the
vast amount of theoretical, legal, institutional, and historical
material that has been accumulated in this field. I do not be-
lieve that the newcomer should be forced to wade through an
encyclopedic treatment of this broad and complex subject. I
have therefore selected what I believe to be the most im-
portant principles and problems and have attempted to deal
with them fully enough to clarify their significance.

My selection and treatment of materials reflect my very
strong conviction that a student in this field should first under-
stand the basic principles of money and banking and the rela-
tionship of the monetary and banking system to the function-
ing of the economy as a whole. I believe this is true whether
the student’s interest in the subject is purely cultural or is also
vocational. The student whose interest in the subject is non-
vocational should first master the principles and the inter-
relations of the monetary and banking system with the other
parts of the economy that he will study in other courses. A
detailed study of the complex details should come later. The
same is no less true of those who are considering banking or
finance as a career. Bankers, if they are to be wise business
leaders, must understand not only the technical details of
bank operation and management but also the effects of their
actions on the functioning of the economy and the effects of

X1ni



xiv Preface

government monetary and financial policies on the various
parts of the economy, including the banks. And I believe that
a study of the technical problems of bank operation and
management should come only after the student is well
grounded in the economics of money and banking. It is for
these reasons that I have stressed the theoretical aspects of
the subject. Much institutional and historical material is in-
cluded, but I have tried to use it to illuminate the functioning
of the system.

I wish to acknowledge gratefully the generous help that I
have received while writing this book. Professor Philip E.
Taylor of the University of Connecticut read most of the
chapters and made many suggestions that led to their im-
provement. Mr. Andrew L. Kelemen was of great assistance
in gathering materials, typing, and otherwise putting the
manuscript in shape for the publisher. Without his loyal and
efficient help my task would have been much more laborious
and time consuming. For any shortcomings and errors that
remain I have only myself to blame.

L. V. C.
January, 1948
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She Functions o/ moneg

in an &conomic Sgstem

WALTER LEAF, THE DISTINGUISHED ENGLISH BANKER, ONCE
declared that there are three main causes that dispose men to
madness: love, ambition, and the study of currency problems.
And he added that the last was the worst. Mr. Leaf’s use of
the term “‘study” was probably an error. Love and ambition
appear to induce madness not because of their strain on the
intellect, but because of their ability to overexcite the emo-
tions. The same seems to be true of money; at any rate the
general reaction to monetary problems has usually been more
emotional than intellectual. In far too many cases people have
filled the atmosphere with ambiguous and emotion-laden
terms such as “honest dollars,” “baloney money,” “the
American Way,” “sound money,” and “the natural laws of
finance” to such an extent that the whole subject has been
obscured rather than clarified. The widespread failure to
understand money (including banking and credit) must be
largely attributed to this unscientific approach, for we cer-
tainly do not lack experience with money, and the subject is
not difficult if approached without prejudice and in an ana-
lytical way.

We can facilitate our understanding of the integrated sub-
jects of money, credit, and banking by keeping three facts
constantly in mind. The first is that these mechanisms are
significant only in their relationship to the rest of the economic

1



2 The Economics of Money and Banking

system. Their purpose is to serve the system, the manner of
their functioning inevitably affects the rest of the system,
and changes in the rest of the system inevitably affect them.
This strongly suggests that there may not be any one set of
monetary and financial institutions and policies that is “best”
for all periods and places, but that the “best” one is that which
is best adapted to all the economic and social conditions of
the particular time and area. An unchanging monetary and
banking system in the midst of an otherwise dynamic economy
is likely to yield unfavorable social results, if indeed it were
possible of attainment.

The second fact is that the monetary and financial institu-
tions existing at any given time can usually be explained only
in terms of a long series of historical events. It would perhaps
be an exaggeration to say that our own monetary and financial
system “‘just growed’ like Topsy, but its structure and policies
are hardly those that we would adopt if we were to build it
anew without reference to the historical events of the past
200 years. In this field, as in many others, old ideas change
but slowly, habitual ways of doing things are not altered over-
night, and institutions undergo abrupt change only in time
of crisis—and sometimes not even then. For example, no one
can explain our recent silver policy without reference to the
fact that we were on a bimetallid standard in the early nine-
teenth century, or our bankjng structure without reference to
the rise of state-chartered banks before the Civil War, or our
present controversies over the gold standard without reference
to the fact that this system was adopted during the latter
part of the nineteenth century only after long and bitter po-
litical fights. History can contribute much to our understand-
ing of contemporary monetary problems.

The third fact is concerned with terminology. The careful
student must beware of terminology in this field. Though we
must, for economy’s sake, use names for things, these names
have an unfortunate tendency to remain fixed while the things
to which they apply undergo marked changes. The unwary
may thus make the mistake of assuming that a generalization
that is valid for things called by a certain name at one time is
equally valid for the thing answering to the same name at
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another time. For example, the United States was “on the
gold standard” in both 1913 and 1948, yet the monetary
systems of the two periods were very different and yielded
quite different results. Seventeenth-century colonial “banks”
were markedly different in their operations from the checking
deposit “banks” of 1948. A well-managed paper currency
bears hardly a family resemblance to the famous paper issues
of the American Revolution. Static names must not be allowed
to impede our analysis of a constantly, though sometimes
slowly, changing monetary system.

THE BASIC FUNCTION OF MONEY

@oney has but one fundamental purpose in an economic
system: to facilitate the exchange of goods and services—teo
lessen the time and effort required to carry on trad9A man
living and working in complete isolation from others has no
use for money. He cannot eat it, or wear it, or use it to pro-
mote his productive processes; having no occasion to exchange
either goods or services with others, he has no need for money.
Even if a dozen people lived together in isolation from all
others the use of money would be of only limited benefit to
them; they could barter their goods and services among one
another with only little loss of time and effort. As groups be-
come larger, however, and wish to increase the degree of spe-
cialization and the size of the trade area, they find the direct
barter of goods and services increasingly inconvenient and in-
creasingly wasteful of time and effort. They therefore search
for something which will enable them to escape the wasteful
processes of barter; they invent money.

We may say, then, that the sole purpose of money in the
economic system is to enable trade to be effected as cheaply
as possible in order to make feasible the optimum degree of
specialization, with its attendant increase of productivity.
We are all familiar with the high degree of specialization that
characterizes modern economies—specialization of persons, of
business firms, of regions, and of types of capital. We know
that without this high degree of specialization—which enables
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us to utilize the various regions to maximum advantage, to
make the most advantageous use of native abilities, to develop
skills, to amass huge amounts of specialized and useful knowl-
edge, and to employ large aggregations of specialized capital
—our productive power and living standards would be far
below their present levels. But this specialization would be
impossible without an equally highly developed system of ex-
change or trade{Money is productive, therefore, in the sense
that it is an essential part of the modern exchange mechanism
and thereby facilitates specialization and produc’cion?l

L Since money has but one basic function in the ecohomy—
to facilitate trade to the utmost—there is but one broad test
of a monetary system: How well does it facilitate trade? All
questions as to the form of money must take a subordinate
position; monetary forms are important, but their importance
derives solely from their effects on functioning. That monetary
system is best which promotes exchange most.

BARTER EXCHANGE

We have carefully avoided saying that exchange is impos-
sible without money. Trade can be effected, of course, by the
direct barter of goods and services among people. Primitive
trade was often carried on in this way, and bartering is not
unknown even now. Yet pure barter is so wasteful of time and
effort that little trade would be feasible if this were the only
available method of exchange. Since the shortcomings of pure
or direct barter constitute the only reason for the invention
and use of money they will be described at some length.

The first serious shortcoming of pure barter, with neither
money nor the concept of a monetary unit available, is the
lack of any common unit in terms of which to measure and
state the values of goods and services.)(By the ‘“value” of a
good or service is meant its “worth,’*the quantity of other
goods and services that it can command in the market.) In
this situation the value of each article in the market could
not be stated simply as one quantity, but would have to be
stated in as many quantities as there were kinds and qualities
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of other goods and services in the market. For example, if
there were 500,000 kinds and qualities of goods and services
in th& market, the value of each would have to be stated in
terms of 499,999 others. Moreover, no meaningful accounting
system would be possible) A balance sheet would consist of a
long physical inventory of the kinds and qualities of the vari-
ous goods owned and another inventory of those owed; con-
sequently the net worth of the person or firm could be ascer-
tained, if at all, only by a prolonged and tedious study of the
numerous barter rates of exchange prevailing in the market.
Profit and loss statements would be equally difficult to draw
up and interpret. A firm could only list the various kinds and
qualities of goods and services acquired during the period as
income and those paid out as expenses, so that again the net
results could be discovered, if at all, only by a laborious study
of barter rates of exchange. It is almost inconceivable that
even a small department store, not to mention General Motors
Cotporation, could keep meaningful accounts in the absence
of a monetary unit.
. (The second serious disadvantage of barter is often called
“the lack of a double coincidence of wants,” Stated more
simply, it would happen only rarely that the owner of a good
or service that he wished to barter could easily find anyone
who both wanted his commodity more than anything else and
possessed the commodity that our trader wanted more than
anything else,) For example, suppose that he owns a three-
year-old draft horse that he wishes to trade for a certain kind
of two-wheeled cart. To find someone who already owns or
can build exactly the kind of .cart that he wants and who is
~willing to trade it, and who also wants the kind of horse that
is being offered, is likely to be a laborious and time-consuming
iprocess, if such a person exists at all. The horse owner will
robably have to accept something that he wants less than
he cart or else carry through a number of intermediate barter
ransactions; he may have to trade the horse for a cow, the
cow for a boat, the boat for some sheep, and the sheep for the
desired cart.(Barter presents even more serious difficulties
when the articles to be exchanged are not of the same value
and cannot be divided without loss of value) Imagine, for



6 The Economics of Money and Banking

example, the plight of the owner if he wanted to trade his
horse for a pair of overalls, a hat for his wife, three dishes, an
aluminum skillet, 50 cartridges, schoolbooks for his children,
and numerous other inexpensive articles.

(The third disadvantage of pure barter—the lack of any
satisfactory unit in terms of which to write contracts requiring
future payments—grows out of the two disadvantages already
noted. Such contracts are an essential part of an exchange
economy; people must enter into agreements as to wages,
salaries, interest, rents, and other prices extending over a
period of time) But in a pure barter economy these future
payments would have to be stated in terms of specific goods
or services?{Though this would be possible, it would lead to
three grave difficulties: (1) It would often invite controversy
as to the quality of the goods or services to be repaid. (2) The
two parties would often be unable to agree on the specific
commodity to be used for repayment. (3) Both parties would
run the risk that the commodity to be repaid would incréase
or decrease seriously in value over the duration of the con-
tract. For example, wheat might rise markedly in value, to
the debtor’s regret, or decrease markedly in value, to the
creditor’s regret.

LThe fourth disadvantage of pure barter, which also results
from its first two shortcomings, is the lack of any method of
storing generalized purchasing power)People could store pur-
chasing power for future use only by holding specific commodi-
ties or claims against specific commodities. This method of
storing purchasing power has often been used and, as we shall
see later, is used extensively even today. Yet it has serious
disadvantages when it is the only method available. The
stored commodity may deteriorate (or appreciate) in value,
its storage may be costly, and it may be difficult to dispose
of it quickly without loss if its holder wishes to buy something
else. v

Because of the four disadvantages outlined above, pure
barter is a highly inefficient, method of trade. It was to over-
come these difficulties that virtually every society invented
some kind of money early in its development.
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THE SPECIFIC FUNCTIONS OF MONEY

Money serves its basic purpose as “the great wheel of cir-
culation, the great instrument of commerce’ > by performing
four specific functions, each of which obviates one of the diffi-
culties of pure barter described above. These functions are
to serve as:{1) a unit of value, ) a medium of exchange, (3)
a standard of deferred payments, and (4) a store of value.
The first two are usually called the primary functions of
money. The last two are called derivatize functions, because
they are derived from the primary functions.)

Money as a Unit of Value

(,The first function of money has been given many names,
of which the most common are “unit of value,” ‘“standard of
value,” “unit of account,”)“common measure of value,” and
“common denominator of value.” Through all these names
runs one commoh ideaNd he monetary unit serves as the unit
in terms of which the (*value” of all goods and services is
measured and expressed.%As soon as a group develops a mone-
tary v unit—such as peso, a franc, a pound sterhng,
a pengo, or a bohv1ano—the ‘value” of each good or service
can be expressed as a pr;gh _by _WhJCh we he number
of monetary units for whi nge. For example,
we say that the “value” of a certain hat is $10, that beef of a
certain grade has a “value” of $1 a pound, and so on. Qurs is
certainly a “pecuniary” society in the sense that values typi-
cally are measured and expressed in monetary units. Moralists
often complain that even human virtues too often have their

ice.’ e
The practice of measuring the values of goods ar%(;rvices
in monetary units unquestionably simplifies the problem of
measuring the exchange values of things in the market. One
has merely to compare their relative prices) For example, if
carbon steel is $4 per hundredweight and corn is $1 per bushel,
a hundredweight of steel is worth 4 bushels of corn. It also
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mmpliﬁes accountingCAssets of all kinds, liabilities of all kinds,
income of all kinds, and expenses of all kinds can be stated in
terms of common monetary units to be added or qubtracted

Money is not the only common unit of measurement em-
ployed in the economic system. Units such as feet, inches, and
meters are used to measure linear distance; ounces, grams,
pounds, and short tons to measure weight; gallons, liters, and
barrels to measure liquid volume; and so on. These units of
physical measurement are themselves constant quantities.
Confusion would surely result if pints, inches, and ounces
should shrink 25 per cent one year and expand 10 per cent the
next. Yet the unit of value (money), perhaps the most im-
portant unit of measurement in the entire economic system,
has too often undergone wide fluctuations. The dollar has had
a high value at one time (that is, an ability to purchase large
amounts of goods and services in the market) and much lower
values at other times (that is, an ability to buy only smaller
quantities of goods and services).T'o be a satisfactory measure
of value, the monetary unit itself must maintain a relatively
stable value, or purchasing power\Some of the consequences
of a fluctuating monetary unit will be discussed later.

Money as a Medium of Exchange

Varlous names have been given to the second function of
money— ‘medium of exchange ” “medium of payments,
“circulating medium,” and “means of payment.” This fun
tion of money is served by anything that is generally §£/
necessarily universally, but very widely) acceptable by people
in exchange for goods and serwcesj The ° thing’ may be por-
poise teeth, bits of gold, copper coins, pieces of paper, or
credits on the books of a bank;\the essential requirement is
that people in general be willing to accept it in exchange for
their goods and services.) When a group has developed such a
mechanism its membery need no longer waste their time and
energy in barter trade. Qur horse owner can simply sell his
horse to the person who will give him the most money for it
and then buy his supplies from those who will sell for the least
money. The Ford worker need not barter his bolt-tightening
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services for the various things that he needs; he can sell his
services for money and spend the money as he sees fit(In the
last analysis all(trade is, of course, barter; one good or service
is traded indirectly for others, with money acting as the inter-
mediary. But)by serving this purpose money greatly increases
the ease of trade.

Money is often referred to as “‘generalized purchasing
power” or ‘‘a bearer of options.” This emphasizes the freedom
of choice that the use of money affords. The owner of a good
or service need not secure his supplies from the people to
whom he trades his good or service; he can use his money to
buy the things he wants most, from the people who offer the
best bargain, and at the time he considers the most advanta-
geous.

Here, again, money can function properly only if it main-
tains a relatively stable purchasing power. If a dollar is a
bearer of fluctuating amounts of generalized purchasing power
it cannot fail to cause confusion and injustice in trade. /

Money as a Standard of Deferred Payments

( As soon as money comes into general use as a unit of value
and a medium of payments it almost inevitably becomes the
unit in terms of which deferred or future payments are stated.
Modern economic systems require the existence of a large
volume of contracts of this type. The greater part of these
are contracts for the payment of principal and interest on
debts, in which future payments are stated in monetary units.
Some of these contracts run for only a few days or a few
months, many of them run for ten years or more, and some run
for a hundred years or more. The federal debt in 1947 was
more than $250 billion, of which about $22 billion is not due
until 1972. In addition there are large state, municipal, cor-
poration, farm, and personal debts, virtually all of which are
stated in monetary units. There are also many contracts
other than debts which require future payments that are
fixed or semi-fixed in terms of monetary units—dividends on
preferred stock, salary contracts, long-term leases on property,
and so on.
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We have already noted the disadvantages, under a barter
system, of writing such contracts for future payment in terms
of specific commodities; there are great advantages in writing
them in monetary terms{ But money is a satisfactory standard
of deferred payments only to the extent that it maintains a
constant purchasing power through time. If money increases
in value through time, it injures the groups who have promised
to pay fixed amounts of money and gives windfall gains to
those who receive these fixed amounts. If, on the other hand,
money loses value through time, it injures those who have
agreed to receive the fixed amounts and lightens the burden
of payers.)Suppose, for example, that in 1948 Reilly borrowed
$1000 from MacGregor, promising to repay him in 1968.
MacGregor gave Reilly a certain amount of purchasing power
in 1948. If in 1968 a dollar will buy only half as much as it
did twenty years earlier (if prices, in general, have doubled),
Reilly will return to MacGregor only half as much purchasing
power as was lent to him. The shoe will be on the other foot,
however, if the value of the dollar doubles during the period
(if prices, in general, fall by half); Reilly will have to return
twice as much purchasing power as he borrowed. Because of
the widespread prevalence of such contracts, and for many
other reasons as well, variations in the value of money have
serious social consequences.

Money as a Store of Value

We have already noted the disadyantages of holding spe-
cific commodities as a store of value.&s soon as money comes
to be used as a unit of value and a generally acceptable means
of payment, it is almost certain to be widely used as a store
of value. The holder of money is, in effect, a holder of gener-
alized purchasing power which he can spend through time as
he sees fit for the things he wants most to buy. He knows
that it will be accepted at any time for any good or service
and that it will remain constant in terms of itself. Money is
thus a good store of value with which to meet unpredictable
emergencies and especially to pay debts that are fixed in
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terms of money.)Ordinarily, however, it does not yield an
income to its holder.

oney is not the only store of valu@&g&'&ﬂ_b_’&_ore value
for future use by holdlng short-term 1 promissory notes, bonds,
preferred : stocks, common stocks, household furmture, houses,
lana, or any other kind of valuable goods. The principal ad-
vantages of these things as a store of value are: (1) They
often yield an income in the form of interest, dividends, rent,
or usefulness (as in the case of an auto or a suit of clothes),
and (2) they sometimes rise in value in terms of money.
Their principal disadvantages as a store of value are: (1) They
sometimes involve storage costs; (2) they may depreciate in
terms of money; and (3) they are ““illiquid” in varying degrees,
for, not being generally acceptable as money, they may be
converted into money quickly only at a loss)\Since each person
or firm is free to choose the form in which he will hol his
store of value, he usually distributes his holdings between
money and other things in the proportions that seem most
advantageous to him at the time. These proportions ob-
viously vary from firm to firm, fromn person to person, and
from time to time for each firm or person. Such decisions are
much influenced by expectations as to the future behavior
of the value of money, for money has often proved to be a
capricious store of value, appreciating during some periods

ﬁ depreciating in others.

ooked at solely from the individual point of view, this
ility to change at will one’s store of value from money to
goods or from goods to money has unquestioned advantages.
Each person can secure that combination of assets which on
the whole appears most advantageous, taking into considera-
tion income, safety, and liquidity. From the social point of
view, however, this option can have grave disadvantages. A
general shift of preference away from money to goods can
lead to a general rise of prices, and a general shift of pref-
erences away from goods to money can lead to a general de-
cline of prices—to a rise in the value of money.
To make the same point in other terms, the individual un-
doubtedly finds it convenient to be able to spend his money”
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whenever he wishes—to part with it immediately or to hold
at least part of it for an indefinite period/But such individual
options can lead to serious economic upheavals. When, as
sometimes happens/ there is a general tendency for people to
spend their money more slowly, to hold it a longer time before
spending it, the flow of money expenditures is likely to de-
crease, thereby lowering prices and also decreasing the na-
tional income and the level of employment. On the other hand,
ageneral tendency to spend money faster, to hold it only a
shorter time before spending it, is likely to swell the flow of
money expenditures and to raise the level of prices. Here, as
in so many other cases, social control faces the problem of
reconciling the freedom of the individual with the social
welfare.

THE UNPRECEDENTED IMPORTANCE OF MONEY

Money is by no means a recent invention. It is certainly
as old as recorded history, and some form of it seems to evolve
as soon as a group finds a significant amount of specialization
and exchange advantageous, which is usually early in group
life. Nor are monetary problems less ancient; historians have
yet to find a society with a perfectly functioning money, and
many of the ancient monetary disorders were serious. Yet
money is of unprecedented importance in modern capitalistic
economies. This is due to two interrelated factors: (1) the
unprecedented extent of specialization and exchange, and
(2) the nature of economic motivations under capitalism.

The rapid rise of specialization and trade in the United
States has been outlined by Walton Hamilton:

In the United States in fewer decades than the fingers on the hands
has occurred a social revolution. An economy of small farms and petty
trade, with a bit of commerce on the fringe, has been converted into
“the great industry.” At the end of the Civil War there was a coastal
plain with a few cities, a back country with a dotting of small towns,
and a West which invited settlement. The small, all but isolated, farm
was dominant. The family, committed to a subsistence agriculture,
undertook to produce their own livings with their own hands and
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formed an all-but-priceless economy. The household group was well or
poorly off as they were hard working, prudent, thrifty, and had the
break of the seasons. The weather could bountifully give or stingily
withhold; for, because of an undeveloped technique in agriculture, it
was still nature and not the market which made years fat or lean.
The face of the land was covered with these almost self-contained
entities. Almost—for the town was near at hand, to which the farmer
took his surplus of produce; discovered the strange phenomena of the
market, money, and price; engaged in verbal combat in haggling over
a bargain; established an indirect contact with places far removed;
and brought away tobacco, tools, and the subscription to the county
weekly.!

Even in the period before the Civil War money was not
unimportant in this country. The farmer’s enjoyment of life,
if not his possession of the necessities, depended to a con-
siderable extent on the prices of farm products, the prices of
the things he bought, and the real burden of his money debts.
Moreover, there were already many people in the towns and
cities whose dependence on money and markets was greater
than that of the farmer. Yet, as Hamilton indicates, the farm-
ers were to a considerable extent self-sufficient, and even
the city dwellers were less dependent on money and markets
than they are today. A social revolution has indeed occurred
since that time. In 1840 about 70 per cent of our population
was on farms; this figure has now dwindled to 15 per cent and
may fall still further. And farming itself has experienced a
revolution. The self-sufficient farm family is now the rare ex-
ception; to a constantly increasing extent the farmer is a
specialized businessman, producing for sale in the market and
relying on the market for a large part of the equipment and
supplies with which to carry on production as well as for most
of the things with which to satisfy his family’s wants. He, too,
gets a living by obtaining money for his production and spend-
ing the money for tractors, implements, building materials,
gasoline, automobiles, clothing, food, and so on. Any lingering
illusion that the American farmer was independent of the
market vanished during the great depression following 1929.
The great numbers of our people who are engaged in mining,

! Walton Hamilton, Price and Price Policies, McGraw-Hill, New York, 1838, p. 7.
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manufacturing, transportation, communication, marketing,
and service are almost completely dependent on markets and
money. For them, getting a living is a process of securing
money in return for their specialized goods or services and
then spending it for the things that they want. Anything that
interrupts the flow of their money income is likely to cause
serious suffering and frustration.

A second reason for the unprecedented importance of money
is the nature of economic motivations under the capitalistic
system. The leaders in this system are the enterprisers—those
who determine the policies of business firms, whether they
are individual enterprises, partnerships, corporations, or co-
operatives. They are the ones who, in the first instance, de-
termine the size and locations of plants, the type of goods to
be produced, the rate of output, and the amount of employ-
ment to be offered. Their motivation is to make moncy, as
much money as possible; and they make goods only to the
extent that this process will contribute to their objective of
making money. If the amount of money that will be spent
for their output is so great relative to their costs as to enable
enterprisers to maximize their profits by using all the avail-
able productive factors, something like full employment will
be attained. If, however, money spendings for their output
are so small relative to their costs that they will maximize
their profits or minimize their losses by stopping far short of
full output, they are likely to leave large numbers in the ranks
of the unemployed. One of the principal objectives, if not the
dominant objective, of monetary policy should be the main-
tenance of spendings for output at such levels as to provide
a high and stable level of output and employment.

MONEY AS A CAUSATIVE FACTOR IN THE ECONOMY

It is important neither to underestimate nor to overestimate
the effects of money on the functioning of economic systems.
Most economists are now agreed that the so-called “classical
economists” who dominated economic thinking in the nine-
teenth ar_ld early twentieth centuries and who were interested
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primarily in long-run economic analysis,. were guilty of seri-
ously underestimating the effects of money on the economy.
These economists realized, and even stressed, the importance
of money as a labor-saving device and described, as has al-
ready been done in this chapter, the serious difficulties of
effecting exchanges by means of barter. But they insisted that
the use of money did not normally affect the operation of
the economy, aside from its facilitation of exchange. They
held that in a money economy the total amount of employ-
ment, the volume of production, the types and proportions
of the various goods and services produced and consumed,
the exchange values of the various goods and services in the
market, and the distribution of real wealth and income among
the members of the community are normally the same as they
would be in a highly developed and efficient barter economy,
if such an economy could be devised. The classical economists
were so sure of the validity of this contention that they
couched much of their analysis in terms of barter, despite the
fact that they were attempting to explain the functioning of
a money economy.

This view of the significance, or rather the insignificance,
of money was stated most clearly by John Stuart Mill:

Tt must be evident, however, that the mere introduction of a par-
ticular mode of exchanging things for one another by first exchanging
a thing for money, and then exchanging the money for something else,
makes no difference in the essential character of transactions. . . .

There cannot, in short, be intrinsically a more insignificant thing,
in the economy of society, than money; except in the character of a
contrivance of sparing time and labor. It is a machine for doing
quickly and commodiously, what would be done, though Iess quickly
and commodiously, without if; and Tike many other types of ma-
ehivery; Tt only exerts a distinct and independent influence of its own
when 1t gets out of order,

—The introduction of money does not interfere with the operation of
any of the Laws of Value laid down in the preceding chapters. The
reasons which make the temporary or market value of things depend
on the demand and supply, and their average and permanent values
upon their cost of production, are as applicable to a money system as

to a system of barter. Things whi nge f e
another, will, if solc : sell for an equal amount of it, and so
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will exchange for one another still, though the process of exchanging
them will consist of two operations instead of only one. The relations
of commodities to one another remain unaltered by money; the only
new relation introduced is their relation to money itself; how much or
how little money they will exchange for; in other words how the Ex-

change Value of money itself is determined.?..
—

If money always performed its functions perfectly the clas-
sical economists would have been right. It would be neutral
in its effects and therefore could be ignored in explanations
of the functioning of the economy, or at most accorded only
the amount of attention that is given each of the hundreds
of other labor-saving devices employed for economic purposes.
Unfortunately, however, no monetary system yet evolved has
functioned perfectly or even approached perfection; each has
displayed an unfortunate proneness to “get out of order’” and
to exert ‘““‘a distinct and independent influence of its own.”
The classical economists recognized this fact, of course, but
they thought that monetary disorders were infrequent enough
and the resulting disturbances small enough to be ignored
without invalidating an analysis couched in terms of barter,
particularly since this analysis was concerned with long-run
rather than short-run phenomena. Modern monetary theo-
rists, on the other hand, have come to believe that money is
virtually always “out of order,” though in different ways and
to a fluctuating degree, and that this malfunctioning of money
produces significant effects upon the aggregate volume of em-
ployment and production, the relative amounts and exchange
values of the individual commodities produced and sold, and
the distribution of real wealth and income among the members
of the community. These effects are particularly important
in the short run and are capable of altering significantly the
long-run behavior of the economy, for the long run is, after
all, made up of a series of short runs, each of which is affected
by monetary developments. It is because of this influence on
the amounts and types of employment and production and
on the distribution of real wealth and income that money is
such an important subject of study.

But if the classical economists erred in underestimating the

2 John Stuart Mill, Principles of Political Economy, Book III, chap. 7, T 3.
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influence of money, we must avoid the opposite error of over-
emphasis. Certainly money and monetary policy are not the
only determinants of economic well-being. Some monetary
reformers, noting that the ability of an individual to obtain
goods and services depends on the amount of money that he
can command, have erroneously assumed tha{ the same holds
true for an entire nation. They have therefore proposed to
abolish poverty and usher in the economic millennium by
great expansions of the money supply. Some would try to
amass great stores of gold, some prefer silver, some would
speed up the printing presses and turn out great issues of
paper money, some would inflate the supply of bank money,
and some would use all available methods of expansion. We
have already noted that an expansion of the money supply
and of money spendings may be used to expand production
and real wealth if it occurs in a period of unemployment.
Economic policy must not ignore this fact. But neither can
it ignore the fact that the most that monetary policy can
possibly accomplish—and it cannot accomplish this without
the aid of other wise economic policies—is to maintain full
and stable employment. It cannot compensate for lack of
natural resources, or lack of capital goods, or a backward
state of technology, or sluggish and unintelligent labor, or
unimaginative and unenterprising economic management, or
unwise general economic policies on the part of governments.
In other words, a wise monetary policy may help to raise and
maintain the actually realized rate of production closer to the
potential productive capacity, but it is not one of the major
determinants of this potential capacity. Nor is it by any .
means the only factor determining the distribution of wealth
and income among the members of the community. Our zeal
to secure wise monetary policies must not blind us to the need
for wisdom in our other economic policies.

SELECTED ‘READING

The following selected sources may be consulted for further in-
formation concerning various monetary and banking subjects. Be
sure to become familiar with Federal Reserve Bulletins and other cur-
rent material.



18 The Economics of Money and Banking

CoLLEGE TEXTBOOKS

Agger, E. E., Money and Banking Today, Reynal & Hitchcock, New
York, 1941.

Bradford, F. A., Money and Banking, Longmans, Green, New York,
1941, rev. ed.

Coulborn, W. A.eL., An Introduction to Money, Longmans, Green,
London, 1938.

Halm, G. N., Monetary Theory, Blakiston, Philadelphia, 1946, rev. ed.

Holdsworth, J. T., Money and Banking, Appleton-Century, New
York, 1937, 6th ed.

James, F. C., The Economics of Money, Credit and Banking, Ronald
Press, New York, 1940, 3rd ed.

Kent, R. P., Money and Banking, Rinehart, New York, 1946.

Kilborne, R. D., and Woodworth, G. W., Principles of Money and
Banking, McGraw-Hill, 1987, 4th ed.

Prather, C. L., Money and Banking, Richard D. Irwin, Chicago, 1946,
3rd ed.

Reed, H. L., Money, Currency and Banking, McGraw-Hill, New York,
1942.

Rufener, L. A., Money and Banking in the United States, Houghton
Mifflin, Boston, 1934.

Steiner, W. H., and Shapiro, E., Money and Banking, Henry Holt,
New York, 1941, rev. ed.

Thomas, R. G., Our Modern Banking and Monetary System, Prentice-
Hall, New York, 1942.

Westerfield, R. B., Money, Credit and Banking, Ronald Press, New
York, 1938.

GENERAL TREATISES ON MONEY AND BANKING

Angell, N., The Story of Money, Stokes, New York, 1929.

Cassel, G., The Theory of Soctal Economy, Harcourt, Brace, New York,
1924.

Conant, C. A., The Princtples of Money and Banking, Harper, New
York, 1905, 2 vols.

Dewey, D. R., Financial History of the United States, Longmans,
Green, New York, 1924, 9th ed.

Hawtrey, R. G., Currency and Credit, Longmans, Green, London,
1930.

Helfferich, K., Money, Benn, London, 1927.

Jevons, W. S., Money and the Mechantsm of Exchange, Appleton, New
York, 1883.



The Functions of Money in an Economic System 19

Keynes, J. M., A Treatise on Money, Harcourt, Brace, New York,
1930.

Keynes, J. M., General Theory of Employment, Interest and Money,
Harcourt, Brace, New York, 1936.

Marshall, A., Money, Credit and Commerce, Macmillan, London, 1923.

Mises, L. von, The Theory of Money and Credit, Harcourt, Brace, New
York, 1935.

Robertson, D. H., Money, Harcourt, Brace, New York, 1929.

Sources OF RECENT AND CURRENT INFORMATION

Bank for International Settlements, Annual Reports.
Board of Governors of the Federal Reserve System:
Annual Reports, 1914 to date.
Federal Reserve Bulletin (monthly)

This is the most valuable single source of current information
concerning monetary and banking developments both here and
abroad.

Banlking and Monetary Statistics (through 1941. Current statistics
in Federal Reserve Bulletins).
Mascellaneous Publications.
Chase National Bank of New York, Monthly Bulletins.
Comptroller of the Currency, Annual Reports.
Director of the Mint, Annual Reports.
Federal Deposit Insurance Corporation, Annual Reports.

These reports contain excellent statistics and analyses of the
structure and condition of American banks.

Federal Reserve Banks, Annual Reports and Monthly Bulletins.

These are valuable sources of information concerning develop-
ments in each of the 12 Federal Reserve districts.

International Bank for Reconstruction and Development, Annual
Reports.

International Monetary Fund, Annual Reports.

League of Nations, Economic and Financial Section, Annual Surveys
and various other publications.

National City Bank of New York, Monthly Letter.

Secretary of the Treasury, Annual Reports and miscellaneous publi-
cations.

State Bank Commissioners, Annual Reports.



2

DPrice Levels and the Value
o/ moneg

WE SAW IN THE PRECEDING CHAPTER THAT MONEY IS PRIMARILY
concerned with value. It serves as a unit for measuring values,
as a medium for circulating or exchanging values, as a unit in
terms of which future payments of value are stated, and as a
store of value} The purpose of this chapter is to discuss the
meaning of the value of money, the factors determining the
value of money, and some of the most important conse-
quences of changes in the value of money. The last two sub-
jects are discussed here in only a preliminary way; they will be
treated much more fully in later chapters.

MEANING OF THE VALUE OF MONEY

By the value of money we mean its purchasing power over
goods and services in the market, the quantity of goods and
services that each monetary unit_(for example, a dollar) will
buy. IT a dollar will buy a large quantity of goods and services
it has a high value; if it will buy only a small quantity of goods
and services it has a low value. It is obvious that the value of
money is closely related to the general or average level of
prices, for a_‘‘price”” is merely the number of monetary_units
required tomﬁiﬁg‘h fact, the value of money
varies reciprocally with the general or average Ievel of prices.

20
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If the price level doubles, two dollars will be required to pur-
chase what one dollar would have purchased before; the pur-
chasing power of each dollar has fallen by half. If the price
level falls by half, half a dollar will buy what would have re-
quired a dollar before; the purchasing power of the dollar has
doubled. Because of the general practice of expressing values
in terms of prices, most discussions of this subject are in terms
of “the price level” or “the general level of prices’ rather than
in terms of the “value of money.” This should cause no con-
fusion, however, if one remembers that a rise in the price level
is the same thing as a fall in the value ormoney M de-
cline in the price level is the same thing as an increase in the
value of money; Neither is in any sense the “cause” of the
other; they are merely the same thing stated in different
terms.

It must be emphasized that whether we make our analysis
in terms of the value of money or of the general level of prices
we are dealing with an average of the prices of goods and
services and not with the price of an individual good or service}
For example, the general level of prices may remain stable
despite a fall in the price of wheat, the decline in wheat prices
being offset by the rise of another price or of other prices.
A stable price level does not preclude readjustments in the
prices of individual goods and services relative to each other.
The proponents of a stable value of money are certainly not
advocating inflexible prices for each individual product whose
price is included in the general price level. They recognize the
functions of changing individual price relationships in the eco-
nomic system. They know that the price of an individual good
or service should sometimes change relative to the prices of
other goods and services in order to ration it, to adjust its sup-
ply and demand to each other, and to adjust the incomes of its
producers. But most of them believe that these adjustments of
individual prices relative to each other can be made most
easily if the average level of prices remains approximately
constant.

The use of averages in the analysis of prices, like the use of
averages in any other field of analysis, has both advantages
and disadvantages. Its great advantage is in permitting sim-
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plicity of statement. In an economy with hundreds of thou-
sands of individual wholesale prices, it is convenient to sum-
marize price developments from 1926 to 1932 by saying that
the general level of wholesale prices in the United States de-
clined by 85 per cent, that the purchasing power of the dollar
rose by 54 per cent in the wholesale market. This statement is
simple, and it conveys an important fact about the behavior of
prices. Though for convenience we shall use averages in our
analysis, we must constantly remember that averages are
generalizations and have the shortcomings of generalizations.
The first of these shortcomings is that an average of price
changes fails to reveal the fact that individual prices change at
widely different rates. If every price in the economic system
responded in exactly the same way to the factors that change
the general price level, fluctuations in the value of money
would be of little social consequence. Each person would
merely handle more or fewer monetary units without any
change in his total purchasing power, for his money wealth
and money income would vary proportionally with the prices
of the things he bought. Actually, however, individual prices
behave quite differently. Some move promptly and rapidly,
others move only slowly and after long delays, and still others
range between the two extremes. For example, we know that
some prices are fixed for long periods by contract (such as
debts and rentals), whereas others are free to change every
day or even every hour, and that even the prices that are
legally free to change show widely varying behavior. Compare
the sluggishness of salaries of office workers with the sensi-
tivity of meat prices, or the inertia of steei prices with the
gyrations of the prices of most agricultural products during
periods of general price movements. An analysis of changes
in the general level of prices is important, but it will be largely
sterile if it does not emphasize the non-uniformity in the be-
havior of the individual prices that make up the general
average.

Because of the non-uniform behavior of individual prices
we must constantly remember that averages are man-made
and that their behavior depends on the individual prices in-
cluded in them and on the weight given to each price. An
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average that includes a larger number of highly sensitive
prices or that otherwise gives a heavy weight to them will
obviously undergo wider and more rapid movements than one
which weights sluggish prices more heavily. The various price
indexes that we shall study later show this clearly.

Having looked at the meaning of the value of money and
the general level of prices, we can now discuss index numbers
which are used to measure and express changes in these
quantities.

PRICE INDEXES

Before specifically discussing index numbers of prices we
should consider the nature and purpose of index numbers in
general.(They are often called “relatives,” because instead of
measuring and stating absolute magnitudes they measure and
state magnitudes relative fo some quantity that is taken as a
base, or basis, for comparison) They are usually stated as per-
centages. Thus, index numbers applied to data for various
periods or points of time show in percentage terms the mag-
nitudes of data for the various times relative to the magnitude
on the base date. For example, let us suppose that the proud
village of Excelsior wishes to construct index numbers of its
population, and that its population on June 30 of each year
was as follows:

Year Population
© 1900 200
1910 800
1920 700
1980 900
1940 1100

It could use any year it wished as a base date. Let us suppose
that it selects 1920 for this purpose. The index number for

1920 will be 100.0: (;gg % 100 = 100). Theindex number for
300 :
1910 will be 42.8: 700 X 100 = 42-3>. The index number
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900
for 1930 will be 128.6: (7—0—0 X 100 = 128.6). And so on. A

table of these indexes will appear as follows:

PoruLATION OF EXCELSIOR

1920 = 100

Date

(June 30) Index
1900 28.6
1910 42.8
1920 100.0
1930 128.6
1940 157.1

These index numbers express the population of Excelsior as
percentages of its population in 1920. In a similar way price
indexes show the height of selected groups of prices at various
points of time relative to their height at some point of time
that is taken as the “base period.”

Index numbers are so convenient that they are used in
almost all fields of study. Some of the most widely known
jindex numbers in economics, other than price indexes, are
those of industrial production, freight carloadings, department
store sales, national income payments, construction contracts
awarded, industrial employment, and factory payrolls.” These
have proved to be highly valuable tools for analyzing the be-
havior of these magnitudes through time.

Though price indexes have been constructed in almost
every advanced country, we shall confine our discussion to
those used in the United States. Dr. Carl Snyder has con-
structed a price index with a very broad coverage. It shows
the movements of a weighted average of prices of industrial
products, prices of farm products at the farm, retail food
prices, rents, miscellaneous costs of living, transportation
costs, realty prices, security prices, equipment and machinery
prices, hardware prices, automobile prices, and wages. This
is “a general level of prices” in the broadest sense. Most
economists now believe, however, that such a broad index

1 See any recent Federal Reserve Bulletin. See also D. H. Davenport and F. V. Scott,
An Index to Business Indices, Business Publications Inc., Chicago, 1987.
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that includes such heterogeneous prices with such widely
varying behavior is of only little use for analytical purposes.
The trend in recent years has been toward a larger number
of price indexes, each with a narrower coverage; hence we
now have W&m@e& retail prices, the cost
of living, common-stock pric nd so on. It is more fruitful
6 analyze changes in the prices of the various classes of goods
and services, noting both similarities and dissimilarities in
their movements.

Two of the best-known price indexes in this country are-
the wholesale price index and the cost-of-living index, which
are compiled by the United States Bureau of Labor Statistics.
The wholesale price index, which uses 1926 as its base period,
shows the movements of the weighted average prices of some
900 of the most important commodities in the wholesale
market.? The cost-of-living index, which is more accurately
called a ““consumers’ price index for moderate-income families
in large cities,” shows the weighted average movement of 198
prices entering into the cost of living of this group.® This
index uses the period 1935-39 as a base.

PRICE LEVELS IN THE UNITED STATES

The dollar has been far from a stable monetary unit. This
is indicated by Fig. 1, which shows the behavior of wholesale
prices in the United States since 1808.! Indexes of retail

2 The materials on price indexes are voluminous. For an interesting discussion of the
history of wholesale price indexes and of some of the problems in their construction, see
Index Numbers of Wholesale Prices in the United States and Foreign Countries, U. S.
Bureau of Labor Statistics Bulletin No. 284, Government Printing Office, Washington,
1921. For a more recent description of wholesale price indexes in the United States and
of the methods used in weighting, see Wholesale Prices, 1931, U. S. Bureau of Labor
Statistics Bulletin No. 572, Government Printing Office, Washington, 1933.

3 For good discussions of this index, see Monthly Labor Review, August, 1940, pp.
865-404; Changes in Cost of Living in Large Cities in the Unzted States, 1913-1941, U. S.
Bureau of Labor Statistics Bulletin No. 699, Government Printing Office, Washington,
1941; “Report of President’s Committee on Cost of Living,” Monthly Labor Review,
January, 1945, pp. 168-174.

4 Wholesale Prices, 1931, U. S. Bureau of Labor Statistics Bulletin No. 572, p. 14.
The index since 1890 is the Bureau’s regular weighted series. Indexes for the earlier
period are not strictly comparable but are believed by the Bureau to reflect the trend of
wholesale prices with a fair degree of accuracy.
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prices and of the cost of living would show less wide fluctua-
tions, but even they would indicate a far from satisfactory
performance. The broad swings of wholesale prices and of the
purchasing power of the dollar in the wholesale market are
summarized in Table 1. The greatest price increases occurred

TasLe 1. PrincipaL CHanNGES oF WHOLESALE PricE LEveLs IN
THE UNITED STATES

Percentage Change
in Purchasing Power '
Period Percentage Change of of Dollar in
Wholesale Prices Wholesale Market

1808-1814 +65 —39
1814-1834 —56 +134
18341837 +26 —21
1887-1849 —28 +39
1849-1857 +15 —13
1857-1865 +91 —48
1865-1897 —64 +179
1897-1920 +228 —69
1920-1922 —387 +58
1922-1925 +7 -7
1925-1932 -37 -+60
1932-March, 1947 +131 —57

during the War of 1812, the Civil War, World War I, and
World War II, and the greatest decreases, in general, in the
periods following these wars. But even if we admit that serious
inflation must inevitably accompany every important war
and be followed by drastic deflation—a proposition that few
economists will accept—the behavior of the dollar in other
periods has hardly been a cause for complacency. For example,
its purchasing power for wholesale commodities declined by
21 per cent in the peacetime period of 1834 to 1837, rose 39
per cent from 1837 to 1849, declined 13 per cent from 1849
to 1857, rose 38 per cent from 1880 to 1897, declined 33 per
cent from 1897 to 1913, and rose 52 per cent from 1926 to
1932. Such fluctuations could not fail to be accompanied by
serious economic disturbances and arbitrary shifts of wealth
and income from one group to another.

Fig. 2 shows the Bureau of Labor Statistics index of general
wholesale prices as well as its wholesale indexes for some of
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the most important subgroups of commodities since 1913.
These indexes demonstrate not only the wide fluctuations of
wholesgle prices in general, but also the varying rates of
change of the various classes of wholesale prices.
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Though the cost of living, whose index since 1913 is shown
in Fig. 8, has fluctuated less widely than wholesale prices, it
has been far from stable. For example, the index shows that
the cost of living rose 101 per cent from 1913 to 1920, de-
clined 16 per cent from 1920 to 1922, rose 5 per cent from
1922 to 1926, declined 27 per cent from 1926 to 1933, and rose
60 per cent from 1933 to March, 1947.
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DETERMINANTS OF PRICE LEVELS Q—‘

Why do price levels fluctuate? What factors determine the
height of price levels anyway? Since these complex questions
will be treated at length in later chapters, our answer here
will be brief and necessarily incomplete.\In general, however,
the height of price levels depends on the relation between the
volume of money spendings and the physical volume of goods
and services offered for sale in the market:‘)If money spendings
are high relative to the quantity of goods and services offered
for sale, price levels will be high. If money spendings are low
relative to the quantity of goods and services offered for sale,
price levels will be low. Both the volume of spendings and
the quantities of goods and services are variables; it is the
ratio between the two flows that is important in the deter-
mination of price levels.

The size of the flow of money spendings, in turn, depends on
two immediate factors: (1) the size of the money supply (the
amount of money available for spending), and (2) the rapidity
or velocity of the circulation of money (the average number of
times each monetary unit is spent during a period). The
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volume of spendings during any period is the product of the
quantity of money times the average number of times each
unit of money is spent. We may say, therefore, that there are
three immediate (not ultimate) determinants of price levels:
(1) the size of the money supply, (2) the rapidity or velocity of
the circulation of money, and (8) the quantity of goods and
services offered for sale. Increases of the money supply and of
its velocity of circulation tend to raise price levels, whereas an
increase in the quantity of goods and services offered for sale
tends to lower average prices. y

It is essential to note that changes in the volume of money
spendings often have economic consequences which are only
inadequately indicated by changes in price levels. Suppose,
for example, that the volume of spendings increases, reflecting
an increase in the money supply or the velocity of money, or
both. This will show up in the various markets for goods and
services as an increase in demand. If the various industries
have excess capacity and many unemployed people are avail-
able for hiring, the producers’ response to an increase in de-
mand may be to raise prices only slightly and to increase their
output. The initial rise in spendings may be largely absorbed
in buying an increased flow of new goods and services{ In-
creased spendings will be fully reflected in price rises only as
full employment is approached, as production approaches
capacity levels, and as producers are able to make further in-
creases in their output only with great difficulty. Of course, in-
creased spendings are likely to have their full effect on prices
immediately if they occur at a time when productive re-
sources are already near full utilization. Inflation due to in-
creased expenditures was only a remote possibility in 1933
when thousands of plants were standing idle or working only
part time and nearly 15,000,000 people were unemployed. It
was a real and immediate threat in 1946 when further appreci-
able increases in physical production could be achieved only
slowly and with great difficulty.

On the other hand, a decrease in the volume of spendings is
likely to be evidenced not only in price declines but also in a
reduced output of goods and services. Decreased spendings
show up in the various markets as a decrease in demand. Some
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producers, notably farmers, may produce as much as before,
allowing the full effect of the decreased spendings to be re-
flected in prices. But the more common response in industry is
to reduce both production and prices. In some case, especially
where monopoly power is present in a significant degree, prices
are held virtually constant, the full effect of the decrease in
demand being reflected in depressed production and unem-
ployment of labor and other productive facilities. It is for this
reason that price declines measure only inadequately the
deleterious effects of decreased or inadequate spendings.

CONSEQUENCES OF CHANGES IN PRICE LEVELS

The heading of this section may be misleading, for, like so
many other treatments of the subject, it implies that changes
in price levels are the “cause” of the disturbances that we shall
study. This is true only in a superficial sense. The “causes” of
these disturbances are the factors that change the volume of
money spendings relative to the flow of goods and services,
and that produce changes in the volume of production and
employment as well as in price levels. It would therefore be
more accurate to call this section “consequences accompany-
ing changes in price levels.” We may talk in terms of the
“consequences of price level changes” only if we remember
that the more basic causes of the disturbances are the factors
behind price levels, and that prices are both a result of these
underlying factors and the mechanism through which these
factors transmit their disturbing influence to the various parts
of the market.

We must recall here our earlier statement that changes in
price levels are economically important largely because of the
widely varying rates of change in the individual prices that
make up the average. If every price, including the prices paid
for productive factors, were in fact altered to the same extent,
changes in the levels of prices would be of no consequence.

Output and Employment

In the preceding section we saw that changes in the volume
of spendings are reflected in the various markets for goods and
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services as changes in demand, and that increases or decreases
in the money demand are likely to increase or decrease the
volume of output and employment. This statement assumed
that changes in the prices at which producers can sell their
output will not be fully offset by corresponding changes in
their cost schedules—by offsetting changes in the various
prices that enter into costs, such as wage rates, interest rates,
land rent, transportation rates, raw material prices, and so on.
The amount of output and employment would not need to be
changed if producers’ cost schedules would immediately and
fully adjust themselves to every increase or decrease in the
prices at which output could be sold. But costs are notoriously
“sticky”’; wages, taxes, rents, and some other elements of cost
tend to move more slowly than the demand schedules for out-
put. The lag in cost schedules during periods of rising demand
and rising prices encourages an expansion of output and em-
ployment. On the other hand, the lag in costs during periods
of declining demand and prices brings about reduced employ-
ment and output. No monetary policy that ignores differences
in the rates of change in prices and production costs can be
successful in maintaining a high and stable level of employ-
ment.

The following discussion deals with shifts in the distribution
of real wealth and income that accompany changes in the
value of money. It is important to remember in this connec-
tion that not only the sharing of income, but also the amount
of income (production) available for sharing, is affected by
changes in price levels.

Price Levels and the Distribution of Income

Changes of price levels, and especially wide changes, are ac-
companied by large and arbitrary shifts in the distribution of
the national income, for the money incomes of individuals re-
spond in widely different ways. Some remain virtually con-
stant in terms of money, others move but slowly, and still
others move even more rapidly than the prices of things pur-
chased with them. Those whose money incomes remain
virtually constant or vary more slowly than the prices of
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things purchased tend to lose when the purchasing power of
money falls and to gain when the purchasing power of money
rises. Those with highly volatile money incomes, on the other
hand, tend to gain when the purchasing power of money falls
and to lose when the purchasing power of money rises, for the
amount of their money income changes more rapidly than the
cost of living.

Among the most inflexible types of money income are pen-
sions from government or private sources which remain fixed
in amount or are altered only after long delays; interest on
bonds, savings deposits, and other debts; annuities, which are
usually fixed by contract for the life of the recipient; fixed in-
comes from lifetime trusts; and rents that are fixed by long-
term contracts. People who must rely largely on these fixed
types of income suffer when the cost of living rises. A doubling
of the cost of living, such as occurred between 1914 and 1920,
can cut their purchasing power by half, and inflation like that
in Germany during and after World War I can practically
wipe out their ability to buy. Many a German family with a
fixed money income that was large enough to assure a high
standard of living in 1914 found that the same number of
marks would not purchase even one meal a week in 1923.

It is undoubtedly true that these groups with relatively
fixed money incomes tend to receive a larger part of the na-
tional income in periods of falling prices and a smaller part of
the national income during periods of rising prices. Yet some
members of even these groups suffer during periods of falling
prices which are also periods of decreasing production, na-
tional income, and employment, because their money incomes
may be severely reduced or completely eliminated. For ex-
ample, national income was reduced so drastically during the
great depression following 1929 that hundreds of thousands
of debtors—farmers, homeowners, municipalities, and corpo-
rations—could not even pay interest to their creditors, to say
nothing of making payments on principal. The disappointed
creditors got little satisfaction out of knowing that the interest
due them would buy more if it were being received. On the
other hand, a moderate rise in prices accompanied by a re-
covery of employment and production may actually benefit
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certain of the so-called “fixed-income” groups by enabling
them to get the promised income payments. It must be em-
phasized, however, that they will lose if the prices of the things
they buy rise more than their money incomes.

Wage and salary rates have, in general, tended to lag behind
changes in the cost of living, and hence the real purchasing
power of each hour of work has tended to fall during periods of
rising prices and to rise during periods of falling prices.
Though true, this generalization should be accepted only with
the following qualifications: (1) It may be less true in the
future, owing to the rise of unionism, the workers’ greater
interest in real wages rather than money wages (at least dur-
ing periods of rising prices), and other changes in the position
of labor; (2) it relates to wage rates per hour rather than to the
total annual take-home pay; and (3) as an average it does not
bring out the widely differing behavior of the different types
of wages and salaries. Some of these are much more inflexible
than others.

Among the most inflexible wage and salary rates are those of
municipal, state, and federal employees, schoolteachers, col-
lege professors, clerical workers, and salaried executives who
do not participate significantly in bonus or profit-sharing
plans. Their rates of pay usually increase only slowly and after
a long delay during periods of rising prices, and they are likely
to show a similar lag during periods of falling prices. These
groups therefore tend to be injured by general price increases
and to gain from general price decreases. The statement that
this group tends to gain from falling prices is subject to quali-
fications, however. It is strictly true of those who keep their
jobs on a full-time basis, who do not receive salary cuts pro-
portional to the decline in the cost of living, and who are not
deprived of promotion or advancement because of the de-
pressed conditions associated with the price decline. Their
purchasing power is indeed increased by falling prices. But
others in this group are not so fortunate, if the decline of prices
is accompanied by a general deterioration of economic con-
ditions, for they may fail to get expected promotions, they
may have only part-time employment, or they may become
totally unemployed. These members may actually be bene-
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fited by a moderate rise in prices if it is accompanied by a sub-
stantial rise in employment and more favorable opportunities
for advancement.

The wage and salary rates of other kinds of workers vary
widely in behavior, many of them lagging behind changes in
the cost of living and some of them moving at least as fast as
the cost of living. The position of each kind of labor in periods
of price change depends on the volatility of its wage or salary
rates and the accompanying effect on opportunities for em-
ployment and advancement.

Most volatile of all types of income are the profits of busi-
ness, whether of individual proprietorships, partnerships, or
corporations. The owners of these enterprises accept the posi-
tion of residual claimants. They enter into contracts to pay
specified amounts of money as costs to workers, landlords,
lenders, and other suppliers of goods and services with which
to carry on production, hoping to receive enough money for
their output to cover their costs and leave them a profit. In
periods of rising prices, costs tend to lag behind sales receipts
from output, so enterprisers’ profits rise more than price
levels. On the other hand, the lag of costs during periods of
falling prices usually reduces owners’ incomes faster than
prices decline, so they receive a smaller part of the national
income. Many owners of enterprises receive no income at all
during such periods.

Many people believe that there are serious injustices in the
distribution of the national income. But these are not likely
to be remedied in any satisfactory way by the arbitrary and
capricious shifts of income that accompany price level
changes. For example, a decline of prices may indeed raise the
purchasing power of hourly money wages, but it may also
produce unemployment, increase the purchasing power of in-
active millionaire lenders, and drastically reduce the real in-
comes of owners, including the struggling owners of small
enterprises.

Price Levels and the Distribution of Wealth

Changing price levels can effect sweeping changes in the
distribution of wealth among the various members of the com-
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munity. These shifts are traceable to two principal facts: (1)
Claims against real wealth are in general in the form of (a)
debts which are fixed in terms of money, and (b) ownership
claims, which are residual claims against the value of real
wealth remaining after the settlement of creditors’ claims.
(2) The prices of some types of wealth vary more widely than
others in periods of price change.

We have already seen that money is commonly used as the
standard of deferred payments, the unit in terms of which
debts are stated. The volume of these money debts is very
large in modern society; at the end of 1945 debts in the United
States amounted to more than $400 billion.® Every change in
the value of money alters the real purchasing power of these
debts. If prices rise between the time a debt is incurred and
the time it is paid, the debtor gains and the creditor loses, for
the debt is paid with dollars containing less purchasing power
than those lent. But if prices fall between the time a debt is
created and the time it is paid, the debtor is forced to return
more purchasing power than he borrowed.

The above statements can be clarified by an example. Sup-
pose that in a year when the price index is 100 Mr. B estab-
lishes a business requiring $100,000 worth of property. He
supplies $50,000 himself and borrows the remaining $50,000
from Mr. L on a ten-year note. During the ensuing ten years,
however, the index of prices rises Lo 200 and the money value
of the property to $200,000. At the end of the period Mr. L is
paid $50,000 in retirement of the debt, but this sum will buy

8 Some of the most important of these debts at the end of 1945 were, according to the
World Almanac, 1947 (p. 887):

(Billions of Dollars)

Federal government debt $247
State and local government debt 14
Corporate bonded debt 39
Farm mortgages 5
Urban real estate mortgages 27
Short-term debts of non-financial enterprises 69

Total $401
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only as much as $25,000 would have bought at the time the
loan was made. Mr. B, however, retains an equity in the
property of $150,000, which will purchase as much as $75,000
would have purchased in the year the loan was made. In
effect, the rise in prices transferred from the creditor to the
debtor an amount of purchasing power equal to $25,000 at the
time the debt was incurred. But if prices had fallen by 50 per
cent during the life of the loan, the shift of wealth would have
been in the opposite direction. In this case Mr. L would have
been repaid $50,000, which would represent twice as much
purchasing power as he lent. Mr. B would have suffered, of
course, for the money value of the property would have fallen,
perhaps to only $50,000, thereby wiping out his entire original
investment.

With these principles in mind it is easy to understand why
creditors—holders of mortgages, corporation and government
bonds, life insurance policies, savings deposits, and other
obligations fixed in terms of money—should be so opposed to
inflation. It is also not difficult to see why debtors—whether
they are homeowners, farmers, other businessmen, or bor-
rowers for consumption purposes—should find deflation so
repugnant.

In periods of great inflation the purchasing power of bonds
and other fixed debts may fall to almost nothing. Holders of
mark bonds which had earlier represented a fortune were
practically wiped out by the great German inflation during
and following World War I. Corporations and other debtors,
however, could sell a minute fraction of their assets and retire
all their debts. At the end of our Revolutionary War observers
reported that debtors were pursuing their creditors relent-
lessly and paying them off mercilessly with money that had
lost most of its purchasing power.

Serious declines of price levels bring about injustices of the
opposite sort. For example, the average prices of farm real
estate fell more than 50 per cent from 1920 to 1933. Many
farmers who bought $20,000 farms in 1920, paying half the
purchase price out of their own funds and borrowing the other
half, found that the value of their land in 1933 was not even
high enough to cover the mortgage. Their own investment had
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been wiped out completely and they were still in debt. Owing
to price declines, the quantity of farm products required to
pay off the debt in 1933 was four times as large as in 1920 and
twice as large as it would have been at any time between 1921
and 1929. In view of these facts one can understand why the
farmers talked so much about ““the burden of debt” during the
great depression. Many urban borrowers on real estate were in
similar positions; the fall of real estate prices greatly reduced
or eliminated their equities. Stockholders, as the owners of
corporations, in many cases found their equities seriously re-
duced or eliminated by the fall in the value of corporate assets,
for bondholders had a prior claim.

We hear much about the burden of the federal debt, which
amounted to more than $255 billion in 1947. The interest on it
will amount to approximately $5 billion a year. The real
burden of this debt for taxpayers (and its purchasing power
for bondholders) will be greatly influenced by future move-
ments of the value of money. If prices fall below the levels cur-
rent at the time the loans were made, taxpayers will have to
return to the bondholders more purchasing power than was
lent. But if price levels rise the taxpayers will return to the
creditors less purchasing power than was originally given for
the bonds. The same principles apply to the interest on the
debt. Even if this were the only debt outstanding, changes in
price levels would still be capable of effecting a marked re-
distribution of purchasing power in this country.

SUMMARY

This and the preceding chapter have dealt with the func-
tions of money. The fundamental purpose of money is to re-
duce the difficulties of exchange 1o a minimum, thereby facili-
tating specialization and orderly trade. Money is supposed to
serve this broad purpose by acting as a measure of value, a
medium of payments, a standard of deferred payments, and a
store of value. It has rarely served these purposes in a wholly
satisfactory manner; the flow of money spendings has behaved
so inappropriately (owing to inappropriate changes in the
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quantity of money, or in the rapidity of its circulation, or in
both) relative to the flow of real goods and services as to pro-
duce fluctuations of employment and production, fluctuations
of the value of money, and arbitrary and capricious redistri-
butions of wealth and income among the members of the com-
munity. These are the types of evils that monetary manage-
ment should avoid.
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